internal Revenue Service .. —

memorangdum

Br2:JKHarris

date: JAL |3 (988
to: District Counsel
Attn: cc:lll

from: Director, Tax Litigation Division CC:TL

subject: _

This is in reference to your memorandum of February 10, 1988,
addressed to the General Litigation Division, in which gquidance 1is
requested concerning whether the Service should recommend to the
Department of Justice initiation of an erroneous refund suit
against the above-named taxpayer to recover refunds paid on claims
involving investment credits.

FACTS

I i taxpayer in the Coordinated
Examination Progam (CEPI in the ibistrict. B s principal
place of business is and its returns are filed
with the Austin Service Center. On [N, W 7 :)cd

Forms 1120X, Amended U.S. Corporation Income Tax Returns, for its

fiscal yearr through and including R 's claims for
refund for through [l have not been paid; tax years
are currently under examination as a CEP case.

and

However, Il s claims for refund for I and Il vere paid
in full by the Austin Service Center on May 25, 1987. 1In h
» during the course of a general program examination of its

and returns, [l and the Service had executed a Form 872
tend the statute of limitations for assessment to SN
. Therefore, pursuant to I.R.C. § 6511l(c), Bl : clains were

timely filed.

Bl s claims for refund on Forms 1120X for |l and I vere
based on the following adjustments to its original returns:

(1) Decreases to capital gains and contributions expense as a
result of carryback losses for tax years and and

(2} increases in deprec1ation and investment credits for central
heating, ventilating and air conditioning systems installed in
retail supermarkets in reliance on Eiggly_ﬂ;ggly_ﬁgg;ggLnL_lﬂgLL_gL
al. v, Commissioner, 84 T.C. 739 (1985) .2d 1572 (1llth

Cir. 1986}. The total refunds paid to itfgr and -were
SHHII: ot this amount, ﬁls solely attributable to

increases in depreciation and investment credits on central HVAC

systems. 98564‘
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B : cla:i0s for refunds were not considered by the
Yzamination Division or Appeairs. The Service took no posicion oil
the AVAC issue for taxpayer's and I ca:: years sicher during
the general program examination or during the consideracion of the
claims for refund in the Secvice Center, The claimg were
apparenitly routinely math verified and approved for paymentc in the
Service Center. Alichough zurficient in amounc to reguire referral
to the Joint Committee, the claims for refund were not in facet
referred to the Joint Committee prior Lo payment.

LAW
For the years in issue, I.R.C. 5 33 aliowed as a credit againsc
federal income tax the investment credit deifined by section 43 and
decermined under section 446(a).

Section 43(a) (1) defines "szection 33 property," in pars, to
mean tangible personal property (octher than an air condicioning or
neating unit), or ocher tangible propercy (noc inciuding a bui'dlng
and 1ts structurai components) but only if such [other vangiblel
property s uged as an integral parc of wmanufacturing, productlon
or excraction, og¢ of furnishing transportation, Vommunlcations,
electrical energy, gaz, watel, Or sZewage dilsD0sas. 3QLVICES.

Treasury Regulation § 1.48-1(c) defines cangible personal
property to mean any tangible property gxcept rand and improvemencs
thereto, suca as buildings or ouhef lnne;enL=y permanent st:ug;ukﬂu
(incLuding items which are gir Of 3uca pulldings
or structures)., Simiiariy, Treas. Reg. 5 l 43-1(d4}) (1) provides,
generaily, that any ocher tangible perszonal propeircy (but pot
including a building and its gtrygeural components) used in cectain
activitles specified in section 48{(a) (1) (B) may qualify rfor the
investment credic. [EZmphasis supplied]

Treas. Reg. § 1.48-1(e)(2) defines "structural component" to
include, inter alia, all components (whether in, on, oL adjacenc
the building) of a central air conditioning or heating system,
including motors, compressors, pipes and ductz. This regulation
further states that "structural componen;'" does not include
macninery the ngig_lgg;;;;ggi;gn for the instaitliatiocn of walch is
the fact thac such macnlnefy 15 reguired to meet temperature or
numidity requirements whicn are ggggn§15£ for the opera51on of
ocher machinecy or the processing of materials or foodscurlfs,
[Emphasis supplied]

oy

DISCUSSIOQN

In Pigglv Wiggly, the Tax Court conciuded that HVAC units
instailed in thne taxpaver's retail food supecmarkets were eligible
for investment credit under the "sole Juscificat:ion" cule of Treas.
Reg. 5 1l.48~-1(e).
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it i3 the view of the Service gnat the Tax Court's decision in
Piggiy Wiggly is erroneous. The Tax Courc erred in faziing to
properly appij the "sole justification" test of Treas. Reg.
3 1.48-1(e) {2) to the issue ra;ued In addition, the Tax Cou"'
failed to prcper;y fellow existing Tax Courky as weil as appellate,

precedent in Pliggly Wiggly.

Tae specific exclusionary language oi secticn 43{(a}y (1) 41
and exzplicitly szupported by 1t3 leglsiacive aiztory. d. Rept
1447, 387th Cong., 2d Segss. (1962), 1962-3 C.B. 405, 515, stacce
chat “the cersm ‘scructural componencs' of a buiiding inciudes such
parts of the buiiding as, central air-conditioning and heating
systems, . . . relating to the operation and maintenance oL Lhe
building." See aiso S. Rept. Ho. 1331, 87th Cong., 2d 3ess.
(1962), 1982-3 C.». 707, 859, where suoctantialliy identicadl
language is used in defining “structural componencs.”

Further, these Treasury Regulations have b en euwplicicly
approved by Congres:z as being an accurace ceiiection of
Congres=zional intent in osiginaliy enacting tne investment c¢redic.

See . Rept. H¥o. 749, 88:z=n Cong., 13t Sess. 41 {1933), wnic
states:

The proposed [invescmenc credit]

egulations issuea by che Treasury Depaccment
with respect to the term 'structural conn0nen*~‘
provide an extensive list of the type of items
considered to be scructural components and
therefore not eligible for the investment credit
. . . these regulations areé an accurate
interpretation of the intention c¢i Congress last
year in this respect.

See also S. Rept. Mo. 830, 33th Zong., 24 Sess., 41 (1993},
1%64~1 C.3. 505, 545, which contains an identical statemenc.

In conformity with this legislacive intent, the longstanding
position of tne Service is chat cenctral air conditioning systems
are strucctural componencts of buildings and are notc erigibie for
invectmenc credic. Rev. Rul. 67-339, 1967-1 C.B. 9; Rev. Rui.
07-417, 1367-2 C.B. 43. 1/

1/ There was no dispute in PRiggly Wiggly tnat the HVAC units
creaced a central air conditioaning syscem. 84 T.C. 735, f.n. 0.
Therefore, the analysis of whether the IVAC unics are eligible [or
investment crediv as structural components under seciion
48{a) ( )(A) is made wicanout consideration of the parenthetical
refesence to alr conditioning units; that parfentheticai refarence
concerns ¢ndividuai air conditioniag units, not central air
conditioning systems. See Rev. Rui. 31-240, 19381-2 C.B. 1l.
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Notwithstanding the statute, legislative history and
Congressionally approved legislative regulations, the Tax Court,
while acknowledging that the taxpayer's EVAC units were structural
components of buildings as defined in Treas. Reg. § 1.48-1l(e)(2),
nevertheless concluded that the taxpayer was entitled to claim the
investment credit on the HVAC units because "the sole justification
for the installation of the HVAC units was .the necessity to meet
the temperature and humidity requirements of the refrigeration
equipment [open front food freezer display cases] in petitioner's
stores.”

This conclusion by the Tax Court was not supported by the
record, which clearly demonstrated (through testimony of the
taxpayer's refrigeration manager) that while the specific aVAC
units that were installed did enhance the operating efficiency of
the open front freezer food display cases, the taxpayer also
recognized and expected that the HVAC units would provide air
conditioning for the comfort of its customers and employees.

That is, the record in Piggly Yigglv established that customer
comfort was a substantial motivating factor, if not one of equal
weight, in the taxpayer's decision to install the HVAC units.

Where there is more than one substantial reason for installation of
what otherwise is conceded to be a structural component of a
building, the sole justification test of Treas. Reg. § 1.43-1(e)
cannot be met, In holding that the tazpayer in Riggly Wiggly met
the sole justification test on the basis of the factual record
before it, the Tax Court erred in its application of the regqulation
and effectively substituted a "primary purpose" test, A primary
purpose test is not the sole justification test mandated by the
regulations, and such a primary purpose test is clearly
inconsistent with the regulation.

In addition, the Piggly Wigaly decision conflicts with prior
decisions of the Tax Court on the eligibility of air conditioning
systems for investment credit and failed to acknowledge the
implicit direction of the Fifth Circuit on this issue.

In Kramertown Co,, Inc. v, Commissioner, T.C. Memo. 1972-239,
aftf'd, 488 F.2d 59 (5th Cir. 1974), the Tax Court concluded that
rooftop air conditioning units were structural components of a
building and therefore ineligible for investment credit. See algo
Q;x;g_nﬂng;;_1n§;4_1;_un1£gd_4;@;§a 79-2 U.S.T.C. para. 9469 (W.D.
Kan. 1979}, aff'd without published ¢opinion, 652 F.2d 57 (&th Cir.

1981); E3Ii_ﬂﬁltQn_§QHﬂIQL_ln£4_!4_§Qmm_§§iQnﬂ£ 54 T.C. 655
(1970).

Moreover, in Circle K Corp. v. Commissioner, T.C. Memo.
1982-298, the Tax Court correctly addressed the issue of the
eligibility for investment credit of air conditioning units
installed in retail food stores, albeit convenience stores as
opposed to supermarkets. In Circle K, the Tax Court rejected
petitioner's arguments that the air conditioning units were not
structural components because of their removability.
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More importantly, the court rejected the petitioner's arqument that
the air conditioning units were eligible for investment credit
because they were installed to meet temperature or humidity
requirements of its business, i.e., to prevent spoilage of
foodstuffs. In rejecting this argument, the court stated:

Nevertheless, it is clear that this .
exception [sole justification] is inapplicable
to the instant case. PFirst, the air
conditioning units were not essential to the
operations of any machinery or the processing of
materials or foodstuffs. Petitioner did not
process foodstuffs, but simply marketed
them. 2/ Second, the record indicates that the
problems caused by the evaporative coolers
during high humidity periods could have been
eliminated by simply not using the coolers, but
such a course of action would have placed
petitioner at a competitive disadvantage.
Consequently, we believe that a gubstantial

r o) r i tio th

In conclusion, we hold that the air
conditioning units installed by petitioner
constitute structural components of the building
and, therefore, do not qualify as section 38
property. [Emphasis supplied]

The conclusion of the Tax Court in Cjrcle K is a correct
analysis of the issue in the context of the applicable
requlations. In Piggly Wiggly, however, the court accepted the
taxpayer's distinction of Circle K, but it is a distinction without
merit., A mere difference in operating size between the convenience
stores considered in Cjrgle K and the supermarkets considered in
Biggly Wiggly is not a significant enough distinction to support a
completely opposite result. Moreover, in Piggly Wiggly, the court
ignored the analysis in Circle K that considered whether customer

2/ The Piggly Wiggly court also concluded that activities
incidental to the retail sale of meat were not processing or
manufacturing of foodstuffs, citing Rev. Rul., 81-686, 1981—1 C.B.

19, with approval. See also Morrison. Inc, v, Commissioner,
T.C. Memo., 1986-129,

e A
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comfort was a "substancial reason" for instaliaticn of tne HVAC
units, Each taxpayer is a grocery retaller operating in a aighly
competi;lve environmenc tnat requires cognizance of customers'
comfort to retain a profitablie market share. Also in Circie X tae
court ciearly did not accept Lnefiicient operation of machinery and
equipment [evaporative coclers] as sufficient grounds to meet the
jole justification rule of Treas. Reg. § 1.48-1{e) (2).

[

On appeal, PRI ] \ : 3. S53 ;
803 F.24 1572 (lith Cir. 1936}, the appei;"“e court recaplhulahed
the conclusions of the Tax Court in tne following manner:
(1) Treas. Reg. § 1.48-1{e)(2) is an accurace interpretacion of
Congressicnal intentc regarding the tax treatment of heacing and air
conditioning eguipment and has the fuil force and effect of law;
(2} the evidence presented to the Tax Court ciearly establisihed
tnat the sole justification for the instaliacion of the HVAC unics
Ww&3 kLo meet Ccemperature and numidity reguirements cf ocner
machinery and eguipmentc; and, {(3) lictle weignt was assigned to che
evidence presented by cthe Commissiones to demenstrate ¢hac the
taupayer inscailed the HVAC units primasgily Ffor custonmer and worlkss
COmEQYr.,

wovernmeinc's argumenc chac

The Zievench Circult rejeccad che

2Ct legal scanacard in ?ch;;
fica

[

tne Tax Court pnad appiied an incol
Higgly. The appeliate cour: spec:
adapuabLe to OCQEL opexaulon*“ Cabiﬁonbb by tine Fourch
Circulit in ; : o | : 53, 035 F.2d 1058 (4ch’
Cir. 1982), with regard to che eligibility of a primary electricas
system of a factory bullding for cthe investmenc credit. Tiae
Eleventh Circult concluded tnat applicacion of the Mong standard ¢
macainery and equipment that nad been determined by the fact finde:
Co meet tne sole juscification test wousd read a specific resierf
excepition out of regulacions that have the force and effect of law.

|—..|.- ol

¥y declined to apply the

)

L
3
';‘
N
i
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S
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The Eleventh Circuit also rejected the Government's contention
that the Tax Court had mis interpreted the sole justification test
by not recognizing that sole justificacion means "exclusive" '
justification. The court commented :that the Government's asserced
error of law on this point pre-supposed a factual finding contrary
£0 tnat of the Tax Court. The appelilate court further stated that
the sole justification test "necessarily involves a factual
determination as to why the taxpayver made particuiar expenditures"
and declined to conclude as a mattei of law that a taxpayer in
Piggly Wiggly's situation would not have purchased and installed
HVAC units to meet temperacure and numidity requirements of open
front food freezer display cases.

Finally, the Eleventh Circuic explicitly rejected the
Government's argument thac the Tax Court's factual findings in
1g. Wi were incorrecc. The appeliate court conciuded that
under the "clearly erronecus" scandard, the Tax Court's choice
between two permissible views of evidence cannot be overturned.
c3on v ity of Bessemer City, 470 U.S. 564 {1985).
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The Service disagrees with the conclusion of both the Tax Court
and the Eleventh Circuit. An Action on Decision has been prepared
to announce nonacquiesence in the Tax Court decision and that the
isgsue will continue to be litigated in cases where appeal does not
lie to the Eleventh Circuit.

The eligibility of HVAC systems for investment credit is
currently being pursued in the Tax Court and in the Claims Court.
Two cases were recently. tried in the Tax Court in the Western

Region. ;, has a
, has a proposed

proposed deficiency of §
deficiency of for tax vears - . Further, | IIGE
, @ refund suit for
S for tax years B is currently being prepared for
trial in the Claims Court. ©One of several investment credit issues
in is investment credit on HVACs installed in its
restaurants. 1In its administrative claims for refund, the
taxpayer relied on the sole justification rationale of PRiggly

Wiggly.

In these cases, in addition to arguing the specific provisions
of legislatively approved regulations, this Division has
recommended that an expanded record be established in the trial
court. Thus, in NSSESSSSNEE and [NEEMMMNNN. b:ctrict counsel,
San Francisco, hired both a marketing expert witness and an
engineering expert witness. The purpose of the marketing expert
witness is to demonstrate that the taxpayers installed HVAC systems
to remain competitive from a marketing point of view (i.e., for
customer comfort and ambiance). The purpose of the engineering
expert witness is to demonstrate that the taxpayers were required
to install HVAC systems to meet building code requirements or
health and safety standards. It is anticipated that the
engineering expert witness will be able to establish the proportion
of the HVAC systems' capacity that is dedicated to refrigeration
equipment as opposed to general purpose heating, air conditioning
and ventilaticn.

Therefore, it is the position of the Service that the Riggly
Wiggly issue should be pursued in the context of an erroneous
refund suit against . Because the burden of proof
in an erroneous refund suit is on the Government, one possible
ground for the erroneous refund suit could be the Service's failure
to refer the refund to the Joint Committee pursuant to section
6405.




However, our research discloses that such a curable, procedural
irregularity may not be a sufficient legal ground for initiation of
an erroneous refund sult, see Oxford Life Insurance Co. v. United
States, 574 F.Supp. 1417 (D. Ariz. 1983), aff'd, rev'd and rem'd on
other issues, 790 F.2d 1370 (9th Cir. 1986). If failure to refer a
refund to the Joint Committee is curable, as implied by the Oxford
Life court, pleading only this ground would not likely result in
shifting t§7 burden of proof on the substantive issue to the
taxpayer., = Thus, it appears that the Government will be

reqguired to litigate the merits of the Piggly Wiggly issue in the
erroneous refund suit. '

Consequently, because the burden of proof is on the Government,
it is essential to proceed only with a fully developed case.
Therefore, District Counsel should advise the Department of Justice
promptiy of our intention to authorize an erroneous refund suit but
request the Department to delay filing the suit until shortly prior
to the statutory expiration date, May 29, 1989 District Counsel
should also inform Examination that [ s -ang/-years
should be thoroughly developed on the HVAC issue. — Examination
should be further informed that without a fully factually developed
case, it is unlikely that District Counsel will continue to support
prosecution of an erroneous refund suit,

If District Counsel is unable to secure a satisfactorily
developed case from Examination prior to the expiration of the
statute under sectiop,7405, the taxpayer should be requested to
extend the statute. = Should the taxpayer decline to extend the
statute of limitations, District Counsel should continue to attempt
to develop the case with Examination until approximately two months
prior to the expiration of the statute, At that time, District
Counsel should consult with the Department of Justice to determine
whether development of the case can be satisfactorily completed by
the Department through discovery.

3/ This Division will explore with the Joint Committee staff
the procedure for referring the refund paid to i fCoTr
iand Bl o the basis of the Piggly Wiggly case to the Joint
Committee for its review.

4/ The CEP Manager on B = current audit cycle has
informally advised this office that Examination will be able to
fully develop the HVAC issue for [ and .

2/ The General Litigation Division has concluded in the
attached memoranda that the statute of limitations under section
75053 may be extended by agreement of the parties, notwithstanding a
lack of specific statutory authority.




If the taxpayer agrees to extend the statute, and we have been
unable to secure a satisfactorily developed case by the expiration
of the statute, District Counsel and the Department of Justice
should determine that the statute has been validly extended and

continue to attempt to develop the

case while awaiting decisions

from the Tax Court and the Claims Court.

We are prepared to render further assistance to your office, as

necessary.

Attachments
GL Memoranda

cc: James F. Kearney, ISP Manager

g

MARLENE GROSS
Director
Tax Litigation Division

By:

DITH M. WALL
enior Technician Reviewer

Branch No. 2

Tax Litigation Division

Paul Didn, Food Industry Specialist

Walter Ryan, CC:GL:Brl
Virginia Draper, CC:TL:Brl



